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ICELAND: KEY ECONOMIC INDICAiORS 
(In millions of dollars except where noted) 


1985 1986 1987 % Change 
Estimate Forecast 86-87 


Exchange rate US$ = Ikr. 41.60 41.10 41.00 


Population, Dec. 1 242 ,203 243,400 244,650 
Gross Domestic Product (GDP) 2,657 3,483 3,763 
GDP per capita (dollars) 10,970 13,700 15,400 
Gross National Product (GNP) 2.523 3,334 3,620 
Fish Catch (thousand MT) 1,672 1,635 1,762 


GDP by Sectors (% of total) 
Agriculture ; ‘ NA 
Fisheries and Fish Processing ; ‘ NA 
Manufacturing ; ‘ NA 
Commerce d : NA 
Construction ‘ ‘ NA 
Other Private Sector Industries : 28. NA 
Government Ts NA 


Private Consumption 2,071 2,202 
Investment 703 756 
As percent of GNP 21.1 20.9 


Balance of Payments 
Exports (f.0.b) 1.025 1.095 
Exports to U.S. (f.o.b.) 208 NA 
Imports (f.0.b.) 967 1.011 
Imports from U.S. (c.i.f.) 64 NA 
Service Receipts 496 527 
Service Payments 460 484 
Interest Balance -148 -144 
Current Account Balance .-54 -17 
Capital Account Balance 131 4] 


Money Supply (M3), % Change ; 25.0 
Gross Foreign Exchange Reserves 

(year-end) 262 
Long-Term Foreign Debt (% of GDP) ; 52.1 
Debt Service (% of exports) 19.3 
Terms of Trade (% change) ; 1.8 


Central Government Budget* 
Current Revenue, Total 652 


Current Expenditure, Total 697 
Net Borrowing 45 


* 


1986 Revised Budget - 1987 Budget Proposal 


Sources: Nacional Economic Institute, Central Bank, 
Statistical Bureau, Ministry of Finance. 





SUMMARY 


Economic developments in Iceland in 1986 have been very favorable in 
terms of both a slowdown in the rate of inflation--now expected to 
be 21 percent this year compared with 32 percent in 1985 and 84 
percent in 1983--and growth of economic activity. Gross domestic 
product is forecast to grow by a healthy 5 percent this year. 
Iceland has benefited from a convergence of positive developments 
including a decline in petroleum prices, a fall in interest rates 
internationally, and most importantly, an abundant fish catch with 
increasing fish prices in the United States and Europe. Of 
particular significance is the catch of cod, the country's most 
important money-earner, which will increase this year to 350,000 
tons and could go up again in 1987. These developments were seized 
upon by employers, government and labor early in the year in order 
to forge a wage agreement aimed at bringing down inflation and 
setting the stage for balanced economic growth. While plentiful 
catches have meant a real boost for the fishing industry as a whole, 
managers of fish processing plants are increasingly concerned about 
the continued growth of fresh fish sales to Europe, a trend that 
could threaten their ability to maintain timely deliveries of frozen 
fish to American buyers. In 1985 sales to the United States 
accounted for 32.7 percent of the value of all marine product 
exports. This year has also seen a considerable increase in 
purchasing power primarily as the result of the slowdown in 
inflation and wage increases. This is a welcome development in 
terms of the maintenance of Iceland's very high standard of living, 
but is cause for concern among economists who see a need to dampen 
purchasing power lest the momentum of efforts against inflation is 
lost. There is also increasing attention being given to the harmful 
effects of excessive government spending and the need to reduce the 
Central Government deficit. This year's Treasury deficit is 
expected to equal 1.5 percent of GDP, a somewhat smaller figure than 
last year, but not the improvement government planners had hoped 
for. Complicating this is a chronic current account deficit which 
this year will again be in the red by 1.6 percent of GNP. The 
deficit is very much the result of interest payments on foreign debt 
which in 1986 will equal 51.5 percent of GDP. As for trade with the 
United States, Iceland continues to enjoy a very large surplus. 

This year could finally see a reversal of the 5-year decline in 
imports from the United States, a change associated with the 
depreciation of the dollar. 





CURRENT ECONOMIC SITUATION AND TRENDS 


Economic Growth: Economic developments in Iceland in 1986 have been 
very favorable and measured in terms of growth and inflation are 
better than many had expected. Gross domestic product (GDP) is now 
expected to grow by some 5 percent, a considerable revision upward 
of estimates made just 6 months ago. The rise in GDP compares with 
last year's figure of 3.1 percent and is due primarily to greater 
fish catches and a: sizeable increase in fisheries production. 


On the inflation front, the news has also been good, and rampant 
inflation of the kind seen in 1983 appears to be a thing of the 
past. While government planners were hoping at the start of the 
year that the final 1986 cost-of-living figure might be 7 or 8 
percent, price increases from the start to the end of 1986 are now 
expected to be about 10 percent. The year-over-year inflation rate, 
forecast to be about 21 percent, is higher largely because of 
substantial price increases during the last months of 1985. 


What accounts for these positive developments is the fortuitous 
convergence early in the year of a substantial fall in oil prices-- 
Iceland imported $127 million worth of petroleum products in 1985 
and is expected to pay about $98 million this year for roughly the 
same quantity--the lowering of interest rates on international 
markets, and a considerable increase in fish prices overseas. 
Positive external factors provided a propitious opportunity to 
strike a bargain with wage earners and enlist all the parties in the 
labor market in an effort to negotiate a wage agreement which would 
bring down inflation and set the stage for balanced economic 
growth. Wage settlements were concluded in February, along with 
economic measures implemented by the government in order to 
facilitate the settlement. 


This has not been without a cost, however. A major element in the 
Zovernment's offensive against inflation was the lowering of duties 
on a variety of products including automobiles, increased subsidies 
on food, and lowering of prices of public services. These measures 
are significant when one considers that customs duties and commodity 
fees account for 26 percent of government revenue. Predictably, the 
result has been a rapid increase in the size of the budget deficit, 
now estimated to be $56 million, or 6.5 percent of total Treasury 
revenue. The shortfall has also been aggravated by the growth of 
government expenditures considerably in excess of inflation. 


The fishing industry, which is the backbone of the Icelandic 
economy, is once more experiencing a return of the most valuable 
fish species and this in turn is pulling the country out of the 
economic doldrums. The catch this year is likely to total 1.6 
million tons, close to last year's record of nearly 1.7 million tons 
and considerably better than the 1982 low of 788,000 tons. While 
there continues to be agreement that diversifying industry is a 





worthy goal and that the economy may be too dependent on fishing, 
there is growing acceptance that diversification will come slowly. 
In the meantime, much can be done in this industry and others to 
encourage better management, efficiency, and competitiveness 
internationally. 


Production 


Fisheries: The fish catch in 1985, at over 1,670,000 tons, proved 
well in excess of what had been predicted. For the second year ina 
row, the capelin catch was a very large portion of the take, or 59.1 
percent of total tonnage. The catch in 1986 is expected to go over 
1,630,000 tons with capelin again representing a sizeable portion of 
the total, or about 55 percent. Cod, Iceland's major money-earner, 
is expected to total 350,000 tons. If accurate, this year will see 
the third consecutive increase in that catch. 


The volume of Iceland's total export production increased by 5.2 
percent in 1985, primarily as a result of a healthy 8 percent rise 
in the production of marine products. Output of marine products is 
expected to go up even more this year, by 8.5 percent, which could 
translate into a 30 percent increase in the value of fisheries 


production. This goes far in explaining the optimism of fishing 
vessel operators who look for 1986 to be a banner year. Lower oil 
prices, larger catches and favorable fresh and frozen fish prices in 
Europe and the United States have all contributed to increased 
earnings. 


Much of the fish processing industry, on the other hand, remains in 
debt and continues to suffer from the losses of past years. 

Further, the situation has been greatly complicated by the rapid 
growth of fresh fish sales to Western Europe. Containerized exports 
of essentially unprocessed fresh fish rose to more than 32,000 tons 
last year, with the total expected to go as high as 65,000 tons in 
1986. Higher prices in Europe than those offered by the freezing 
plants is the reason for the surge of activity in this market. Some 
are concerned, however, that this trend may leave the freezing 
plants with an insufficient supply of raw material to remain fully 
occupied. This is troublesome not only because of the threat of 
reduced employment, but also because the Iceland Freezing Plants 
Corporation and the Seafood Division of Samband, which together 
produce about 90 percent of Icelandic frozen seafood and which rely 
heavily on sales of frozen fish to the United States,may not be able 
to continue to guarantee timely deliveries to important customers. 
The outlook for other branches of the fishing industry is varied. 
Shrimp fishing and processing have proved to be very lucrative, 
whereas the future of herring processing remains uncertain, 
dependent as it is on the whims of Soviet buying patterns. Further, 
the decline in the price of fish oi] has put in jeopardy the 
financial situation of the capelin processing industry. 





The table below shows the total fish catch in the years 1983-87 by 
main types of fish: 


(thousand metric tons) 


1983 1984-1985 =: 1986* = 1987* 
Cod 294 28) 360 
Other demersal species 31] 284 275 280 
Herring 59 50 55 65 
Capelin 133 867 1,000 
Lobster, shrimp, scallops 3] 42 50 52 
Other 1] 12 5 5 


Total 839 1,536 1,635 1,762 
* National Economic Institute estimate and forecast. 


Manufacturing: According to 1984 financial data, gross profits 
in manufacturing equaled 12 percent of income compared with 13.3 
percent in 1983. While information for 1985 is not available, 
provisional data indicate that gross profits were somewhat less 
than in 1983. Production costs are expected to rise in 1986 by 
22-24 percent and product prices by a lesser amount. These 
figures must remain tentative, however, because of the 
uncertainty regarding the impact of "wage drift," the tendency 
for compensation to increase between wage settlements, a 
phenomenon quite prevalent in Iceland. 


Metals production is expected to increase greatly in 1986 with 
aluminum production--from a smelter owned entirely by Swiss 
Aluminum Ltd.--rising over 11 percent and ferrosilicon increasing 
up to 20 percent. Aluminum and ferrosilicon together account for 
60 percent all manufactured products in Iceland. Export 
production of “other products" such as canned goods, woolens and 
skins is forecast to rise by 8.6 percent this year. 

Manufacturing in this category rose by 5.2 percent in 1985. The 
only American company involved in manufacturing in Iceland is 
Manville International Corporation, which owns 40 percent of a 
diatomite plant, Kisilidjan hf, in the north of Iceland. 


Agriculture: Agricultural production rose slightly in 1985 by 
1-2 percent but is expected to decline by the same amount this 
year. Despite such modest growth, the country remains beset with 
surpluses, mostly of dairy and sheep products, but also of beef. 
In response, the government has underscored the necessity of 
realigning the entire agricultural sector. It has also pointed 
to the high cost of subsidies and a decline in the domestic 
consumption of dairy products. As partial remedy for this last 
trend, government officials have called for agricultural 
producers to take the wishes of the consumer more into account. 





Commerce: Generally speaking, the health of the commercial 
sector appears to have been improving recently. This conclusion 
is based primarily on turnover in retailing which rose by 5-6 
percent in real terms in 1985. Pre .minary figures for 1986 
indicate another considerable increase in turnover in retail 
trade. 


Other Economic Factors 


Employment: Iceland's labor force of 115,000 persons is highly 
qualified and relatively mobile. The bulk of the labor force is 
involved in services (27.1 percent), manufacturing (14.3 
percent), and commerce (14 percent). Fishing and fish processing 
account for 13.1 percent of the labor force. This year, greater 
production and economic activity generally have resulted in 
excess demand for labor. The unemployment rate for 1986 is 
currently estimated to be 0.7 percent. Unemployment was 0.9 
percent in 1985. 


Banking: The banking sector is undergoing significant changes 
which the Ministry of Commerce, the agency responsible for 
banking matters, is hopeful will result in a more profit-oriented 
and dynamic industry. Among the most important changes to have 
taken place is the Central Bank's having increasingly delegated 
authority to deposit money banks to set interest rates. This is 
now mandated by legislation and has resulted in hightened 
competition for deposits and a proliferation of new types of 
accounts and services. Deposits have surged and an interbank 
market for short-term funds has grown with banks issuing and 
selling bonds for their customers. Ultimately, many in the 
banking industry look for greater rationalization of the banking 
sector. The question most often debated is whether it is 
reasonable for the government to continue to own and operate 
three seperate banks, the National Bank, the Fisheries Bank and 
the Agricultural Bank. 


Income and Prices: In relative terms, inflation has subsided 
dramatically this year with the cost of living figure in 1986 
expected to be 21 percent over the previous year. Inflation rose 
by 32.4 percent in 1985 and some 84.3 percent in 1983. The 
Sovernment has set itself the goal of bringing inflation down to 
below 10 percent in 1987. What accounts for this year's 
improvement is the coming together at the start of the year of a 
fall in oil prices and a rise in fish prices both in Europe and 
the United States. Most importantly, however, employers, 
government, and labor were able to seize the opportunity afforded 
by these positive developments to forge in February a 
comprehensive wage agreement aimed at putting an end to rampant 
inflation. At the same time, the Sovernment acted to facilitate 
the wage settlement by doing its share to assure a fall in 





prices. This was accomplished by lowering import duties on selected 
consumer products (not least of these being automobiles), reducing 
public utility rates, and increasing agricultural subsidies. While 
this strategy has worked well, at least for the moment, it is 
noteworthy that the goal of achieving 7-8 percent inflation from the 
start to the end of 1986 has slipped somewhat and inflation in that 
time frame is now forecast to rise by 9.5 percent instead. A major 
reason for prices being higher than hoped for is the appreciation of 
non-dollar currencies. This has meant that Western European goods, 
which account for more than 70 percent of Iceland's imports, have 
become more expensive. 


At the same time, the February wage agreement, which resulted ina 
13.6 percent increase in wages during the contract period (late 
February 1986 to the end of the year), has given a very great boost 
to the purchasing power of the average consumer. Real per capita 
earnings are forecast to increase by 8 percent this year and real 
wages are expected to climb by 3.5 percent over 1985 after having 
remained stagnant in 1985 and declined by 7.5 percent in 1984. 

While these developments are welcome in that they guarantee a real 
increase in the standard of living, economists remain concerned that 
greater demand could eventually translate into resurgent inflation 
unless policy-makers agree on ways to dampen purchasing power. On 
this score, government and private economists have welcomed the 
apparent increase in savings which is attributed to the maintenance 
of high real interest rates. For lack of more precise measurements, 
government documents point to the ratio of money supply and bank 
deposits to GDP having recently risen to 32 percent. The ratio was 
20 percent in 1978. According to the OECD, gross savings in Iceland 
as a percentage of GDP has declined steadily from 27.3 percent in 
1977 to 18 percent in 1984. 


Foreign Trade: Exports of goods and services are expected to rise 
by 6.3 percent in 1986, thus assuring that the trade balance will 
once again be in surplus, this time by Ikr 3.9 billion ($94.9 
million). Lower oil prices and continued high prices for exported 
fish account for much of this result. Further, the government is 
optimistic that the services account, excluding interest payments, 
will again show a surplus this year. In spite of this, the current 
account--that is the balance of goods and services including 
interest expenditures--will once more be in the red, by 1.6 percent 
of GNP. This is, the government has hastened to point out, a 
considerable improvement over the 4.6 percent registered in 1985 and 
the 5.4 percent figure in 1984. The deficit is primarily the result 
of interest payments on foreign debt and this aspect of the problem 
has been singled out by many observers as a drain on the economy 
that must be dealt with urgently. 


The United States continues to be Iceland's largest single market 
with sales there accounting for 27 percent of total export revenues 
in 1985. By contrast, only 6.8 percent of the value of Iceland's 





imports are a result of purchases from the United States. While 
Iceland will probably continue to enjoy a trade surplus with the 
United States for the foreseeable future, there is evidence that 
this year may see the U.S. share of Iceland's market grow for the 
first time in several years. A trend worth noting for its potential 
impact on overall trade figures is the very great increase in fresh 
fish sales to Europe and the corresponding short supply of fish in 
frozen form available for the United States. In the period 
January-July 1986, for example, 32,600 tons of frozen filets were 
exported to the United States; during the same period in 1985 over 
42,000 tons were shipped, or 22 percent more. Should this continue, 
major fish processors like Samband and the Freezing Plants 
Corporation will find it increasingly difficult to fill current 
contracts in the United States, let alone increase their share of 
what is seen here as burgeoning U.S. demand for fish. 


Exchange Rate Developments: Since 1984, the policy of the 
government and the Central Bank has been to maintain a stable 
nominal exchange rate vis-a-vis a trade-weighted basket of 
currencies in which the dollar plays a major role. Indeed this 
year, the promise to preserve a steady exchange rate figured 
prominently in efforts to conclude the February wage agreement. It 
is important because the policy is a key element in the government's 
efforts to bring down inflation. Past pressure on the krona has in 
large part stemmed from the demands of the fisheries sector to 
maintain a dollar-price edge in the U.S. market and thereby generate 
an optimum krona income. 


The average exchange rate of the krona has declined by only 5 
percent from January to the end of August due primarily to the 
continued depreciation of the dollar. This in turn has meant a rise 
in the domestic price level, particularly of European goods, but 
also a corresponding fall in the price of Icelandic fish products on 
European markets. Exchange rate developments have had a great deal 
to do with the improved position of export industries selling in 
Europe. 


Foreign Debt: Iceland remains beset with an uncomfortably high 
level of long-term foreign debt. It was nearly 55 percent of GDP in 
1985 but declined slightly to 51.5 percent of GDP in 1986. While 
the debt ratio is higher than had been expected--primarily because 
of an increase in private sector borrowing--it is, nevertheless, an 
improvement over the previous year. This is due mainly to an 
increase in GDP, but also to the fall in the value of the dollar. 
Approximately half of the country's foreign debt is denominated in 
dollars. Lower interest rates abroad and higher export earnings 
have at the same time worked to decrease the debt service ratio from 
24.3 percent in 1984 to perhaps 19 percent this year. 





Public Sector Finances: The most recent estimates indicate that the 
size of this year's Treasury deficit could reach Ikr 2.2 billion 
($54.8 million), the equivalent of 1.5 percent of GDP. Government 
revenue in 1986 corresponds to 25.8 percent of GDP while revised 
expenditure plans call for the Treasury to disburse what amounts to 
27.4 percent of GDP. The deficit amounted to 1.7 percent of GDP in 
1985. 


Despite the significantly worsened position of the Treasury. in 
kronur terms in 1986, public criticism of the deficit has so far 
been somewhat muted. This is due to awareness that economic growth 
will be substantial this year, but also because of the acceptance 
that the government's role in arriving at a wage settlement at the 
start of the year was necessary and that the cost of that 
participation was unavoidable. Indeed, government spokesmen have 
repeatedly pointed out that the estimated deficit in 1987 of Ikr 1.5 
billion is equivalent to the foregone revenue resulting from lower 
import duties, reduced public utility rates, increased agricultural 
subsidies and other such measures taken in February to assure a fall 
in prices. Nevertheless, criticism of government spending, 
especially among members of the business community, can sometimes be 
caustic and the deficit could become a political issue as 
parliamentary elections approach. As for efforts to increase 
revenue, the Treasury will need to rely heavily on outside credit, 
estimated at Ikr 2.5 billion ($61 million.) Approximately half this 
amount is to be gotten through foreign borrowing and the rest 
through domestic borrowing from the public, commercial banks and the 
Central Bank. Further, the deficit is to be cut through a 
combination of revenue-generating measures like a temporary energy 
tax and more aggressive income tax collection. Ultimately, 
government spokesmen underscore the need to trim spending and state 
that every effort will be made to keep the growth of national 
expenditure in 1987 to 2 percent. National expenditure is expected 
to grow by 4.2 percent in 1986. 


IMPLICATIONS FOR THE UNITED STATES 


According to Icelandic data, imports from the United States in 1985 
totaled $61.5 million (c.i.f.), or 6.8 percent of total imports. 
Current figures indicate that 1986 could finally see a turnaround in 
the 5-year decline in imports from the United States. The January 
to August 1986 total of $37.5 million compares favorably with $25.3 
million for the same period in 1985. Iceland continues to have a 
very large trade surplus with the United States; in 1985 exports to 
the United States were valued at $219.2 million (f.0.b.)--27 percent 
of Iceland's total exports, while U.S. exports to Iceland were only 
$61 million. It. appears that for the first time in a number of 
years, exports to the United States will diminish this year. The 
January-August 1986 period shows exports running 9.4 percent behind 
what they were at the same time in 1985. 





Exports to Iceland have been given a boost by the decline in the 
value of the dollar and this, at least for now, appears to be 
helping overcome the high transportation costs U.S. exporters face 
compared to those applicable to European-source goods. There is in 
Iceland an intangible but very real affinity for U.S. manufactured 
goods, but until now many products were just beyond the reach of 
most consumers. Consequently there is evidence of increasing 
interest in U.S. products on the part of local importers as those 
products become more competitive. This trend could receive further 
encouragement were the Althing (parliament) to approve a long-waited 
legislative proposal to adjust tariff rates so that they apply 
uniformly to similar products from different countries. Under the 
current tariff structure, U.S. goods are not allowed the near 
duty-free access that many goods from the European Community and the 
European Free Trade Association (EFTA) enjoy. Iceland is a member 
of EFTA. 


BEST PROSPECTS FOR U.S. EXPORTERS 


Imports from the United States of corn, prepared and homogenized 
composite foods, and cigarettes continue to sell well. Reflecting 
the trade picture generally, U.S. automobile sales appear to have 
turned around and 1986 will probably see a halt to the decline in 
sales that started in 1979. 


Many U.S. goods remain price competitive (especially if of high 
quality), are familiar to the Icelandic consumer, and could sell 
well here. American exporters would enchance their competitive 
position by accepting the need to do business on the modest scale 
appropriate to this tiny but basically prosperous market. Also, if 
at all possible, business should be transacted directly from the 
United States and not through representatives or subsidiaries in 
Europe. The latter practice is perceived negatively as 
demonstrating disregard of Icelandic sensitivities, and as 
increasing costs. Granting favorable credit terms to reputable 
firms is also important. 


Based on indications of interest by potential Icelandic buyers, the 
following consumer and industrial goods show the most promise: food 
processing machinery, women's and children's apparel, cosmetics, 
confectionery, toys, engines and tractors, miscellaneous mechanical 
and electrical (220 volt) machinery, computers, office machinery, 
computer software, radio navigational equipment, and fish farming 
equipment and technology. With regard to the latter, there 
continues to be growing interest in fish farming as a potentially 
Significant contributor to future economic growth. This sector 
could offer worthwhile prospects to American investors bringing 
know-how and capital to Iceland. 





The U.S. Government Wants 
You to be Well Informed 
About Foreign Investment 


That is why the U.S. Department of Commerce monitors 
foreign direct investment in the United States. Its Office of 
Trade and Investment Analysis identifies foreign interests and 
other data relating to size, location, and industry sector of 
individual foreign direct investment transactions. 


For the low price of $23.00, you can have ten complete years 
of valuable data in the three convenient-to-use tabular for- 
mats of Foreign Direct Investment in the United States: Com- 
pleted Transactions, 1974-1983. For this one price, you will 
obtain foreign direct investment data by source country (Vol. 
1), by industry sector (Vol. Il), and by state location (Vol. 
lll). Each volume also includes an analysis of trends and 
developments in foreign direct investment transactions in the 
United States during the covered ten-year period. 


So don’t delay, send for your set today! 
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